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Major NAIC Investment-Related Initiatives
A fundamental element of US insurance regulation
is monitoring the safety and soundness of insurers,
and a big part of that task involves regulating the
types of investments made by insurers. Like most
aspects of US insurance regulation, the regulation
of insurers’ investments is a function of state law,
although the National Association of Insurance
Commissioners (“NAIC”) has developed a
framework for how insurer investments are treated
for statutory accounting, financing reporting and
risk-based capital (“RBC”) purposes that the states
generally follow.
The NAIC committee that addresses financial
regulation is the Financial Condition (E) Committee,
often referred to as the “E” Committee. Like all
NAIC committees, it is composed of state insurance
commissioners or their designated staff members.
The “E” committee currently has 39 subgroups that
focus on different aspects of the financial
regulatory landscape. In this article, we will discuss
some 2021 initiatives of those subgroups that have
the potential to significantly affect the regulatory
treatment of certain investments for insurers.

Changes to the Rules on “What Is a
Bond” Are Still Being Hammered Out
During 2021, the NAIC Statutory Accounting
Principles (E) Working Group (“SAP WG”)
continued working on substantive revisions
to Statement of Statutory Accounting
Principles (SSAP) No. 43R – Loan-Backed
and Structured Securities.1
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Our readers will recall that this initiative was
launched nearly two years ago on March 18, 2020,
when SAP WG exposed for comment a
preliminary (and partial) draft of an issue paper
suggesting that certain types of structured
securities that do not meet the SEC definition of
asset-backed securities (“ABS”)—with
collateralized fund obligations (“CFOs”) being top
of mind—should no longer be classified within
the scope of SSAP No. 43R and should not be
eligible for reporting on Schedule D as “bonds”
or fixed-income securities. The insurance industry
protested vigorously—with a consortium of life
insurers submitting a highly critical 67-page
comment letter in July 2020.
Fortunately, at the October 13, 2020 SAP WG
meeting, the staff of the Iowa Insurance Division
(“IID”) unveiled a new, principles-based proposal
that offered a promising path forward for building
a consensus among SAP WG members, NAIC staff,
IID staff and industry representatives. Beginning at
the end of 2020, representatives of those four
groups began meeting informally to do the hard
work of fleshing out the concepts set out in the
IID’s proposal, leading to the exposure on May 20,
2021 of a proposed new definition of “bond” for
purposes of both SSAP No. 43R and SSAP No. 26R
– Bonds. At the SAP WG meeting on August 26,
2021, there was broad support for the approach
outlined in the May 20, 2021 proposal and a
mandate for NAIC staff to continue refining it in
consultation with the informal working group. At
the December 11, 2021 SAP WG meeting, further

For a more detailed discussion of developments through May 2021, see our Legal Update “NAIC’s SAPWG Exposes Proposed Definition of
“Bond” for Purposes of SSAPs 26R and 43R.”
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refinements were exposed for comment to address
the level of credit enhancement required for ABS.
A summary of the proposal, including the most
recent refinements, follows.

What Qualifies as a “Bond”?
The proposal defines a “bond” as any security
representing a creditor relationship, whereby
there is a fixed schedule for one or more future
payments, and which qualifies as either an
issuer credit obligation or an ABS. The
proposal then proceeds to explain what it
means by each of those two categories.
An issuer credit obligation is a bond, the
repayment of which is supported primarily by the
general creditworthiness of an operating entity or
entities. Support consists of direct or indirect
recourse to an operating entity or entities, which
includes holding companies with operating entity
subsidiaries where the holding company has the
ability to access the operating subsidiaries’ cash
flows through its ownership rights. An operating
entity may be any sort of business entity, not-forprofit organization, governmental unit, or other
provider of goods or services, but not a natural
person or ABS Issuer (defined below).
Examples of issuer credit obligations include,
but are not limited to:
A. US Treasury securities;
B. US government agency securities;
C. Municipal securities issued by the municipality
or supported by cash flows generated by a
municipally owned asset or entity that provides
goods or services (e.g., airports, toll roads, etc.);

D. Corporate bonds issued by operating
entities, including Yankee bonds and
zero-coupon bonds;
E. Corporate bonds issued by holding companies
that own operating entities;
F.

Project finance bonds issued by
operating entities;

G. Equipment Trust Certificates, Enhanced
Equipment Trust Certificates and Credit
Tenant Leases for which repayment is fully
supported by a lease to an operating entity
(it is unclear how lease extension/renewal
options are to be treated for purposes of the
“fully supported” requirement);
H. Bonds issued by Real Estate Investment Trusts
or similar property trusts;
I.

Bonds issued by business development
corporations (“BDCs”), closed-end funds, or
similar operating entities, in each case
registered under the 1940 Act;

J.

Convertible bonds issued by operating entities,
including mandatory convertible bonds;

K. Fixed-income instruments specifically identified:
I.

Certifications of deposit that have a fixed
schedule of payments and a maturity date in
excess of one year from the date of
acquisition;

II. Bank loans that are obligations of operating
entities, issued directly by a reporting entity
or acquired through a participation,
syndication or assignment;
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III. Hybrid securities issued by operating entities,
excluding surplus notes, subordinated debt
issues which have no coupon deferral features
and traditional preferred stocks; and
IV. Debt instruments in a certified capital
company (“CAPCO”).
Bonds issued by 1940 Act-registered BDCs and
closed-end funds are included on the above list of
issuer credit obligations, but unregistered funds are
not. We think this is due to the fact that debt
securities and preferred stock issued by registered
funds have long been a major investment class for
life insurers, and ever since the now-superseded
draft issue paper was exposed for comment in
March 2020, industry representatives have strongly
advocated that the treatment of this investment
class as bonds be preserved. It does raise the
question, however, of why 1940 Act registration is
required for a fund to be considered an “operating
entity.” Why should an unregistered fund engaged
in the same activity not be treated similarly?
An ABS is defined as “a bond issued by an entity
(an “ABS Issuer”) created for the primary purpose
of raising debt capital backed by financial assets
or cash generating non-financial assets owned by
the ABS Issuer, whereby repayment is primarily
derived from the cash flows associated with the
underlying defined collateral rather than the cash
flows of an operating entity.” The proposal states
that an ABS will be a “bond” if both of the
following conditions are satisfied:
1.
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The assets owned by the ABS Issuer must be
either financial assets or cash-generating
non-financial assets—defined as assets that are
expected to generate a “meaningful” level of
cash flows toward repayment of the bond
through use, licensing, leasing, servicing or
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management fees, or other similar cash flow
generation (and not just through the sale or
refinancing of the assets).
2. The holder of a debt instrument issued by an
ABS Issuer must be in a different economic
position than if the holder owned the ABS
Issuer’s assets directly—as a result of
“substantive” credit enhancement through
guarantees (or other similar forms of recourse),
subordination and/or overcollateralization.
Regarding the “creditor relationship”
requirement, the proposal states:
“The analysis of whether a debt instrument that
relies on cash flows from underlying equity
interests for repayment represents a creditor
relationship in substance should be conducted
and documented by a reporting entity at the
time such an investment is acquired. The level of
documentation and analysis required to
demonstrate that the rebuttable presumption
has been overcome may vary based on the
characteristics of the individual debt instrument,
as well as the level of third-party and/or noninsurer market validation to which the issuance
has been subjected. For example, a debt
instrument backed by fewer, less diversified
funds would require more extensive and
persuasive documented analysis than one
backed with a larger number of diversified
funds. Likewise, a debt instrument that has been
successfully marketed to unrelated and/or
non-insurer investors, may provide enhanced
market validation of the structure compared to
one held only by related party and/or insurer
investors where capital relief may be the primary
motivation for the securitization.”

Significantly, the proposal provides a path for
CFOs—which were targeted to lose bond treatment
under the now-superseded March 2020 draft issue
paper—to continue to be treated as bonds if they
satisfy the above three criteria. Among other things,
the proposal notes that in instances where the
assets owned by the ABS Issuer are equity interests,
the debt instrument must have pre-determined
principal and interest payments (whether fixed
interest or variable interest) with contractual
amounts that do not vary based on the appreciation
or depreciation of the equity interests.

Key Terms Used in the Bond Definition
The proposal includes a Glossary, explaining two of the
key concepts in the ABS part of the definition: what
constitutes a “meaningful” level of cash flows and what
constitutes “substantive” credit enhancement.
As a practical expedient to determining whether a
cash-generating non-financial asset is expected to
produce “meaningful” cash flows, the Glossary
states that an insurer may consider an asset for
which less than 50% of the original principal relies on
sale or refinancing to meet the “meaningful”
criterion. In applying this practical expedient, only
contractual cash flows of the non-financial asset may
be considered. The Glossary notes that this practical
expedient should not be construed to mean that
assets cannot meet the “meaningful” criterion if they
rely on sale or refinancing to service greater than
50% of the original principal or if they rely on cash
flows that are not contracted at origination. Rather,
such instances would require a more complete,
multi-factor analysis described in the Glossary.
The Glossary (as amended by the December 11,
2021 exposure draft) explains that the
“substantive” credit enhancement required to be
in a different economic position is specific to each

transaction, determined at origination and refers to
the level of credit enhancement a market
participant (i.e., knowledgeable investor
transacting at arm’s length) would conclude is
“substantive.” It goes on to explain:
“The intent of the criteria requiring the holder to
be in a different economic position is to
distinguish qualifying bonds from instruments
with equity-like characteristics or where the
substance of the transaction is more closely
aligned with that of the underlying collateral. To
qualify as a bond under this standard, there is a
requirement that there are substantive credit
enhancements within the structure that absorb
losses before the debt instrument being
evaluated would be expected to absorb losses.
This is inherent in the context of an Issuer Credit
Obligation as the owners of the equity in the
operating entity are the first to absorb any
variability in performance of the operating
entity. The same concept applies to assetbacked securities. If substantive credit
enhancement did not exist, the substance of the
debt instrument being evaluated would be more
closely aligned with that of the underlying
collateral than that of a bond. Credit
enhancement that is merely nominal or lacks
economic substance does not put a holder in a
different economic position.”
The proposal also includes two appendices with
illustrative examples. Examples 1, 2 and 3 in
Appendix I indicate how the drafters think that
the “creditor relationship” is to be analyzed. Of
particular interest, Example 1 describes a typical
rated private equity (“PE”) feeder structure in
which each investor (i) owns a pro rata share of
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the unsecured debt investments and equity
interests outstanding, and (ii) is restricted from
selling, assigning or transferring the unsecured
debt investment without also selling, assigning,
or transferring the equity interest to the same
party. The drafters conclude that the debt
investment does not have the required creditor
relationship. It is unclear if this same result
applies when the underlying fund is not “equitylike” and instead something else (e.g., private
credit, real estate or infrastructure debt, etc.).
Also, it would appear from the example that in a
case where the debt and equity investments are
not “stapled” (i.e., one can be sold without the
other) a different conclusion may apply.
The examples in Appendix II to the proposal
provide similar indications for the contemplated
determinations of “meaningful” cash flows and
“substantive” credit enhancement.

Issues Remaining to Be Resolved
Some issues not addressed in the proposal include:
• Treatment of synthetics (e.g., credit-linked
notes)—are these permissible “issuer credit
obligations”? What if they reference assetbacked-like pools?
• Transactions like “future flow” securitizations
(i.e., not primarily derived from existing
financial assets but from obligations to
originate additional financial assets)—e.g.,
stranded cost tariff bonds.
• Certain “equity” arrangements like collateral
trust certificates and whole pool passthrough interests.
At the December 11, 2021 SAP WG meeting, it was
announced that the informal working group is
currently discussing the following topics:

6
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• Defining an “operating entity” for purposes of
determining what is an issuer credit obligation;
• How to address holdings of debt and equity
interests in the same issuer; and
• What should be the statutory reporting
treatment of investments that are excluded
from bond treatment under the new definition
after it is adopted.

Potential Reporting Changes
The December 11, 2021 SAP WG meeting also
exposed for comment a draft proposal for more
granular reporting of investment categories on
Schedule D-1 to go along with the principlesbased bond definition. Among other things, the
proposal includes a new sub-schedule to
Schedule D-1 to capture individual investment
detail for ABS where (i) the underlying collateral
are not self-liquidating financial assets or (ii) the
underlying collateral are cash-generating nonfinancial assets that do not meet the “less than
50%” test described above for satisfying the
“meaningful” cash flow criterion.

The Path Forward
NAIC staff announced at the December 11, 2021
SAP WG meeting that draft revisions to SSAP No.
43R and SSAP No. 26R, and an accompanying draft
issue paper, are expected to be released in early
2022. Although the forecasted date for any changes
to the SSAPs to become effective is January 1, 2024,
at the earliest, the time to focus on the work of the
SAP WG is now, as the changes being hammered
out will have a major impact on the treatment of
structured investments for insurers.

More Granular RBC Factors
Now in Effect
Historically, the credit quality of an insurer’s bond
or preferred stock investment has been signified
by a “designation” (essentially equivalent to a
rating) between NAIC-1 and NAIC-6, with NAIC-1
indicating the lowest credit risk and NAIC-6 the
highest credit risk. The RBC factors associated
with these investments are determined by the
NAIC designations.
Several years ago, the NAIC increased the
granularity of its designations by sub-dividing each
designation (other than NAIC-6) into categories that
mapped onto the notched ratings in the rating
system used by NAIC-recognized credit rating
providers (“CRPs”). For example, an NAIC-1 used to
encompass the entire range from AAA/Aaa to A–/
A3. However, under the more granular system,
NAIC-1 is divided into seven categories, with NAIC
1.A being equivalent to AAA/Aaa and NAIC 1.G
being equivalent to A–/A3. Until 2021, however, the
RBC factors had not been revised to match the
granularity of the designation categories. As a
result, there was a practical incentive for insurers to
invest at the lower end of a designation, because
they could capture the incremental yield without
incurring a higher RBC charge.
That has now changed. On June 30, 2021, the NAIC
Capital Adequacy (E) Task Force (“Cap Ad TF”)
adopted more granular RBC factors for life insurers
to correlate with the more granular designation
categories, and the new RBC factors are effective
for the December 31, 2021 annual statements. To
illustrate the impact, the pre-tax RBC factor for a
life insurer was 40 bps for an NAIC-1 investment,
regardless of category, but that RBC factor is now

reduced to 15.8 bps for an NAIC 1.A investment—
and increased to 101.6 bps for an NAIC 1.G
investment. To the extent that life insurers have
invested at the lower end of a designation, the new
more granular RBC factors will produce an
immediate increase in the RBC factors applicable to
those investments, increasing required RBC and
exerting downward pressure on the insurers’ RBC
ratios in the near term.
Also on June 30, 2021, the Cap Ad TF significantly
reduced the RBC factors applicable to life insurers’
investments in real estate. The RBC factor for
wholly-owned real estate (reported on Schedule A)
was reduced from 15% to 11%, and the RBC factor
for real estate held through joint ventures, limited
liability companies and similar structures (reported
on Schedule BA) was reduced from 23% to 13%. The
change to the treatment of foreclosed real estate is
even more dramatic. Previously, foreclosed real
estate received an RBC factor of 23%, but it is now
treated the same as any other real estate, receiving
the new RBC charge of 11%.

New Filing Requirement for Securities
with Private Letter Ratings
On May 24, 2021, the NAIC Valuation of Securities
(E) Task Force (“VOS TF”) adopted revisions to
the Purposes and Procedures Manual of the NAIC
Investment Analysis Office (the “P&P Manual”)
along the lines of the proposal discussed in our
2020 Year in Review. Effective on January 1, 2022,
as a general rule, insurers that invest in securities
that have a private letter rating are required to
provide the NAIC’s Securities Valuation Office
(“SVO”) with a copy of the related private rating
letter rationale report from the applicable CRP
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until such time as industry representatives and the
SVO establish reliable procedures for the SVO to
obtain the necessary information on credit ratings
directly from the CRPs.
The phrase “private rating letter rationale report”
means an analytical review of the privately rated
security explaining the transaction structure,
methodology relied upon, and, as appropriate,
analysis of the credit, legal and operational risks
and mitigants supporting the assigned rating, in a
report issued by a CRP on its letterhead or its
controlled website to an issuer or investor,
obtained by an insurer in its capacity as an investor
in the issuance or by following the confidentiality
process established by the CRP. A private rating
letter rationale report is expected to mirror the
work product that a CRP would produce for a
similar publicly rated security.
There are some exceptions to the general rule
stated above:
• The requirement to file a private rating letter
rationale report is waived for private letter rated
securities issued from January 1, 2018 to
December 31, 2021, that are subject to a
confidentiality agreement executed prior to
January 1, 2022, which confidentiality agreement
remains in force, for which an insurer cannot
provide a copy of a private rating letter rationale
report to the SVO due to confidentiality or other
contractual reasons.
• The requirement to file a private rating letter
rationale report is deferred through December
31, 2023, for private letter rated securities issued
after January 1, 2022, for which an insurer cannot
provide a copy of a private rating letter rationale
report to the SVO due to confidentiality or other
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contractual reasons. After December 31, 2023, if
the insurer still cannot provide a copy of such a
report, it will be required to report the securities
with an NAIC 5GI designation (resulting in a
much higher RBC charge).
The revisions to the P&P Manual also provide that
when a private rating letter rationale report is filed
for a security, the SVO will now evaluate whether the
private letter rated security is eligible to receive an
NAIC designation with a CRP credit rating. In other
words, the SVO will evaluate (i) whether the security
is a fixed-income security eligible for reporting on
Schedule D and (ii) if so, whether it is eligible for a
filing exemption. The revisions did not change the
standards for answering those two questions, but
they have established a “checkpoint” whereby each
private letter rated security will now be examined by
an SVO analyst to determine whether it satisfies
those two criteria.

SVO Seeks to Apply “Principal
Protected Security” Definition to
Structured Notes
As discussed in our 2020 Year in Review, on May 14,
2020, the VOS TF adopted amendments to the P&P
Manual that significantly changed the treatment of
investments in “principal protected securities”
(“PPS”) for RBC purposes. As of January 1, 2021,
insurers now need to file PPS investments with the
SVO for review and assignment of an NAIC
designation, rather than benefiting from a filing
exemption whereby they could simply use the
NAIC designation equivalent to the credit rating
assigned by a CRP. Because the designations
assigned by the SVO are expected to be lower
than the designations based on CRP ratings, this is

anticipated to significantly increase the RBC
charges associated with these securities.
As amended in 2020, the P&P Manual defines a PPS
as “a type of security that repackages one or more
underlying investments and for which contractually
promised payments according to a fixed schedule
are satisfied by proceeds from an underlying
bond(s) (including principal and, if applicable,
interest, make whole payments and fees thereon)
that if purchased by an insurer on a stand-alone
basis would be eligible for Filing Exemption” and
for which two additional conditions are satisfied:
1.

The insurer would obtain a more favorable RBC
charge or regulatory treatment for the PPS
through filing exemption than it would if it were
to separately file the underlying investments in
accordance with the P&P Manual; and

2. Either:
A. The repackaged security structure enables
potential returns from the underlying
investments in addition to the
contractually promised cash flows paid to
such repackaged security according to a
fixed schedule; or
B. The contractual interest rate paid by the PPS
is zero, below market or, in any case, equal
to or below the comparable risk-free rate.
The P&P Manual provides three examples of
transactions that fall within the PPS definition:
• A note issued by a special purpose vehicle
(“SPV”) that holds two underlying investments: (i)
a US Treasury zero coupon bond purchased at a
discount with a face value equal to the principal
amount of the note at maturity and (ii) a return
linked to any positive performance of call options
on the S&P 500 Index.

• A note issued by an SPV that holds multiple
underlying components: (i) a corporate bond
paying a fixed coupon with a stated maturity
date and (ii) additional undisclosed and
unrated “performance assets.”
• A repackaging of collateralized loan obligations
(“CLOs”) into a CLO combination note (often
called a “combo note”).
The P&P Manual also includes the following
exclusions from the definition of PPS:
• Defeased or pre-refunded securities which have
separate instructions in the P&P Manual.
• Broadly syndicated securitizations, such as
CLOs (including middle market CLOs) and
ABS—but excluding the examples listed
above (e.g., CLO combo notes).
• CLO or ABS issuances held for purposes
of risk retention as required by a
governing law or regulation.
It is no surprise that the SVO has indicated that the
designation it would assign to a PPS is lower than a
designation based on a CRP rating. That is certainly
the case for the three examples above, and the
consequences for RBC treatment are significant:
• The PPS with the underlying US Treasury zero
coupon bond and the S&P 500 Index-linked return
would have a CRP rating of AAA/AA+ or an NAIC
1.A (RBC factor 0.158%), based solely on the risk of
the US Treasury bond. In contrast, the Weighted
Average Ratings Factor (“WARF”) methodology
applied by the SVO would result in an NAIC 4.B
(RBC factor 9.535%) when it includes the exposure
to the call options on the S&P 500 Index.
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• The PPS with the underlying corporate bond and
the other “performance assets” would have a CRP
rating of BBB or NAIC 2.B (RBC factor 1.523%),
based solely on the corporate bonds. In contrast,
the WARF methodology would result in an NAIC
4.C (RBC factor 12.428%) when the exposure to all
of the underlying investments is included.
• The “combo note” would have a BBB-rating or
NAIC 2.C (RBC factor 2.168%) on the notional
based on payments from the underlying
investment grade tranches. By contrast, the
WARF methodology would result in an NAIC
4.B (RBC factor 9.535%) when the exposure to
the below investment grade and unrated
tranches is included.
Since the amendments to the P&P Manual denying
filing exemption status to PPS became effective on
January 1, 2021, there has been uncertainty about
some aspects of the PPS definition. Structured
notes have been a prominent example. We use the
term “structured note” to refer to a debt security
issued by a financial institution that obligates the
issuer to pay principal at maturity plus a premium
return based on the performance of an index, which
may be comprised of equities, fixed-income
instruments, futures or other financial assets.
In contrast to the PPS examples in the P&P Manual,
there is no literal repackaging of underlying assets
in an SPV structure. The structured note is not the
obligation of an SPV that holds underlying assets,
but of a substantial financial institution. There was
therefore a hope that this type of structured note
could avoid being classified as a PPS.
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However, at the December 12, 2021 VOS TF
meeting, the SVO staff presented a
recommendation that the VOS TF amend the
definition of PPS in the P&P Manual to include these
types of structured notes as well, because in the
SVO staff’s opinion a structured note with a variable
return tied to reference assets poses similar risks to
PPS that utilize a “repackaging” SPV structure with
underlying performance assets. The VOS TF voted
to expose the SVO staff’s recommendation for a
comment period ending on February 11, 2022.

New NAIC Working Group to Study
Revisions to RBC Factors
A new working group has been established
under the Cap Ad TF called the Risk-Based
Capital (RBC) Investment Risk and Evaluation (E)
Working Group (the “RBC IRE WG”). The new
working group has been charged with
performing a comprehensive review of the RBC
investment framework for all business types,
which could include:
• Identifying and acknowledging uses that extend
beyond the purpose of the Risk-Based Capital
(RBC) for Insurers Model Act (#312);
• Assessing the impact and effectiveness of
potential changes in contributing to the
identification of weakly capitalized companies;
i.e., those companies at action level; and
• Documenting the modifications made over
time to the formulas, including, but not limited
to, an analysis of the costs in study and
development, implementation (internal and

external), assimilation, verification, analysis and
review of the desired change to the RBC
formulas and facilitating the appropriate
allocation of resources.
The RBC IRE WG is expected to receive and
coordinate input from other key NAIC units, including
the Cap Ad TF, the VOS TF and the SAP WG.
The RBC IRE WG held its first meeting on January
12, 2022. At that meeting a request for comment
was made to solicit feedback regarding the review
of the RBC treatment of ABS including CLOs, CFOs
or other similar securities carrying similar types of
“tail risk.” Feedback was specifically requested
regarding the following:
• Methodologies for capturing the risk (including tail
risk) that exists with such assets (e.g., ratingsdetermined bond factors, a modeling process akin
to the current commercial mortgage-backed
securities (“CMBS”)/residential mortgage-backed
securities (“RMBS”) approach, or other proposals);
• How a consultant or consulting actuary could be
used by the NAIC to determine the appropriate
charge based upon certain data;
• The need for review outside of Life RBC (i.e.,
Health and property-casualty (“P&C”));
• Whether residual tranches in ABS structures can
be evaluated in conjunction with and under
similar methodologies as the debt tranches; and
• Specific proposals for addressing RBC treatment
of residual tranches to reduce arbitrage incentives.
Comments are due by February 28, 2022.

NAIC Investment Analysis Office
Analyzes Variability in Ratings
The NAIC Investment Analysis Office (“IAO”), which
reports to the VOS TF, consists of the SVO, the
Structured Securities Group (“SSG”) and the Capital
Markets Bureau. In recent years, the IAO has
expressed concerns about what it regards as the
NAIC’s extensive reliance on CRP ratings to assess
investment risk for regulatory purposes, and many
of the recent actions of the VOS TF have been
taken in response to those concerns.
At the December 12, 2021 VOS TF meeting, the VOS
TF received a memorandum from the senior staff of
the IAO reiterating the IAO’s concerns about CRP
ratings. The memorandum included reports on:
• An SVO staff review of a sample of privately
rated securities, where the NAIC
designations equivalent to the CRP’s rating
differed significantly from the staff’s own
analysis (being three to six notches higher
than staff’s estimates); and
• An IAO analysis of both publicly rated and
privately rated securities, showing
significant rating notch differences between
CRPs that rated the same security.
The IAO staff pointed out the potential for
significant distortion of an insurer’s RBC ratio that
can result from a CRP rating that does not reflect a
reasonable assessment of a security’s risk.
Accordingly, the IAO memorandum concludes by
listing four alternatives that the IAO believes the
NAIC should consider in 2022, either individually or
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in combination, to begin the process of actively
managing and overseeing its use of CRP ratings.
The IAO notes that these alternatives are consistent
with the recommendations made by the Rating
Agency (E) Working in its final report dated April 28,
2010, which was subsequently adopted by the “E”
Committee, in response to the global financial crisis
of 2007-2008. The four alternatives are to:
1.

Require at least two (or more) CRP ratings
for every security and use the lowest rating
to determine the NAIC designation. If a
security has only one rating, require it to be
reviewed by the SVO to determine whether
the SVO deems the rating reasonable (i)
pursuant to its own analysis, (ii) when
benchmarked to nationally recognized
statistical rating organization (“NRSRO”)
peers and methodology, or (iii) compared to
a spread implied rating, and, if not, to
determine whether a full filing and SVO
analysis would be appropriate.

2. Conduct an in-depth study of the NAIC’s use
of CRP ratings and SVO-assigned NAIC
designations as to their consistency and
comparability for regulatory purposes,
specifically the determination of RBC factors.
3.

12
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Put the CRP process under a contractual
relationship by offering NRSROs the opportunity
to respond to a request for qualifications
(“RFQ”). The RFQ would look at historical
coverage, consistency, persistence,
comparability and predictiveness of each CRP’s
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rating along with any other analytical and
qualitative benefit they may provide to the NAIC
for its regulatory purposes. Under this process,
the NAIC would enter into a contract with only
those CRPs that adequately meet the RFQ
criteria. In many respects this process would be
similar the RFP process for CMBS/RMBS.
4. The VOS TF can instruct the SVO to remove any
rating agency from the CRP list at any time.
The VOS TF did not take any action on the IAO
memorandum at the December 12, 2021 meeting
other than to receive it as a starting point for
discussion in 2022. That discussion, which will be
conducted under the auspices of the new VOS TF
chair, Carrie Mears of the IID, and will likely involve
input from industry representatives as well as VOS
TF members and other regulators, could lead to
important new developments in the coming year.

Conclusion
All of the developments discussed above will have a
significant impact on the investments of US insurers—
particularly life insurers who have made long-term
commitments in anticipation of achieving a certain
level of investment returns. And coming in the midst of
a prolonged COVID-19 pandemic, these developments
will certainly add to the unprecedented challenges
that insurers are already facing.

—
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